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Students’ Department
Edited by H. A. Finney

INSTITUTE EXAMINATIONS

(Note. — The fact that these solutions appear in The Journal of
Accountancy should not lead the reader to assume that they are the
official solutions of the American Institute of Accountants. They merely
represent the personal opinion of the editor of the Students’ Department.)
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION in accounting

theory and PRACTICE—PART I

May 16, 1923, 1 P. M. to 6 P. M.
Answer all the following questions:
No. 1 (33 points) :
Your firm audits, annually, the books of the Non-Bessemer Iron
Mining Company.
The following cost sheet and condensed profit-and-loss statement are
the result of your audit:

1922
(900,000 tons mined)
Cost
Supplies
per ton
Labor and expense
Total
Mining ................................ $ 615,000 $ 164,000 $ 779,000 .866
180,000 .200
108,000
72,000
Timbering ...........................
Underground tramming and
900
108,900 .121
108,000
hoisting...........................
7,200
52,200 .058
45,000
Pumping .............................
Mine captains, foremen and
27,000 .030
27,000
shift bosses ....................
54,000
8,100
62,100 .069
Crushing and stockpile ....
207,000 .230
9,000
198,000
Power, light, heat and water
25,200 .028
7,200
18,000
Loading from stockpile ...
Superintendence and mine
39,600 .044
36,000
3,600
office ...............................
162,000
207,000 .230
45,000
General maintenance .........
COST SHEET FOR YEAR

1.
2.
3.
4.
5.

6.
7.
8.
9.
10.

$1,065,000 $ 623,000 $1,688,000 1.876
11. Fixed charges and general
expense ..............

472,000

12. Total cost ...........................

.524

$2,160,000 2.400
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CONDENSED PROFIT-AND-LOSS STATEMENT
FOR THE YEAR 1922

Total sales ......................... 800,000 tons @ $4.80..
Cost of ore sold ................. 800,000 tons @ 2.40..

$3,840,000
1,920,000

Gross profit..............................................................
Deduct:
Cost beyond the mine .....................................
Royalties ...........................................................
Administrative expense ..................................

$1,920,000

Net profit ............................ 800,000 tons @ .125..

$1,280,000
480,000
60,000

1,820,000

$ 100,000

From a cursory review of the foregoing, it is apparent that several of
the items of cost per ton are unusually high and the net profit per ton is
correspondingly low. Therefore it is decided that an investigation shall be
made to ascertain the correctness or otherwise of the tonnage mined.
The following information relative to operation is obtained, and you
are directed by your principals properly to apportion the costs in accord
ance therewith; show the true net profit on the ore sold; prepare a revised
cost sheet showing costs for both broken and hoisted ores and a revised
condensed statement of profit and loss.
The usual mining procedure is breaking away the ore, tramming
(loading on cars and hauling to the shaft), hoisting to surface, crushing
and loading on stockpile.
The practical miner calls ore “mined” only when it reaches the stock
pile. Your investigation discloses the fact that while 900,000 tons reached
the stockpile, and this tonnage was the basis for the per-ton cost on the
cost sheet, an additional quantity of 125,000 tons was completely mined to
the tramming stage. This broken ore, because of its high analysis of iron
content, has a better market value than the ordinary ore and will be left
as it is until it can be stockpiled by itself. This condition may be con
sidered as analogous to that of goods in process in a manufacturing
concern.
Note that the hoisted ore should not be charged for the expense
incurred in producing the broken ore.
Solution:
In the following statements, the costs are divided into three groups:
direct cost of breaking down the ore, which is applicable to the ore left in
the mine and to the ore stockpiled; direct cost of hoisting and stockpiling,
which is applicable only to the ore taken from the mine; overhead. The
overhead is applicable to the ore in the mine and to the ore taken from
the mine, and the question is how to apportion it. It does not seem
equitable to apportion it on the basis of tonnage, for if that were done
the same amount of overhead would be added to each ton left in the mine
as would be added to each ton taken from the mine, and next year an
additional overhead charge would be placed on the ore already broken down
but left in the mine. Therefore the only fair way to handle the overhead, on
the basis of facts given, is to spread it between the ore taken from the
mine and the ore left in the mine on the basis of direct labor.
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$836,341.46

Total direct cost of ore stockpiled .....................
900,000

108,000.00
54,000.00

674,341.46

Direct cost of stockpiling:
Underground tramming and hoisting .............
Crushing and stockpile ....................................

900,000

Mine cost of ore stockpiled ............................

768,000.00
93,658.54

$222,541.46

900.00
8,100.00

213,541.46

243,200.00
29,658.54

$164,000.00
72,000.00
7,200.00

$615,000.00
108,000.00
45,000.00

1,025,000

1,025,000
125,000

Material

Labor

1922

Tons

Total ..........................
Inventory in mine, before adding overhead .......

Direct cost of breaking away ore :
Mining ..............................................................
Timbering .........................................................
Pumping
.....................................................

Direct Charges

REVISED COST SHEET FOR YEAR

$1,058,882.92

108,900.00
62,100.00

887,882.92

1,011,200.00
123,317.08

1.177

.121
.069

.987

.987
.987

.051

.760
.176

$ 779,000.00
180,000.00
52,200.00

Per ton

Total
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cost sheet—continued

Overhead
Labor
Mine captains, foremen and shift
bosses ........................................... $ 27,000.00
Power, light, heat and water.............
9,000.00
Superintendence and mine office ....
36,000.00
General maintenance .........................
45,000.00

Material

Total

198,000.00
3,600.00
162,000.00

$ 27,000.00
207,000.00
39,600.00
207,000.00

$117,000.00 $363,600.00

480,600.00

Fixed charges and general expense ..

472,000.00

Total overhead ..................................

$952,600.00
Direct labor Overhead

Distributed on basis of direct labor:
Ore in mine ................................
Ore stockpiled ...........................

$ 93,658.54 $ 95,934.54
836,341.46 856,665.46
$930,000.00 $952,600.00

COST SHEET-—continued

Summary
Tons

Ore broken down and left in mine:
Direct cost..................................
Labor ..................................
Material ..............................
Overhead ...................................

Cost

Per ton

125,000
$ 93,658.54
29,658.54
95,934.54

.749
.237
.768

$219,251.62

1.754

$836,341.46
222,541.46
856,665.46

.929
.247
.952

Total ...........................................

125,000

Ore stockpiled: ................................
Direct cost:
Labor ..................................
Material ..............................
Overhead ....................................

900,000

Total ...........................................
Ore inventory in stockpile ..............

900,000
100,000

$1,915,548.38
212,838.71

2.128
2.128

Ore sold............................................

800,000

$1,702,709.67

2.128
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THE NON-BESSEMER IRON MINING COMPANY

Condensed Profit-and-Loss Statement for the Year 1922
Total sales
800,000 tons @ $4.80
$3,840,000.00
1,702,709.67
Less cost of ore sold... .800,000 tons @ 2.128
Gross profit on sales.........................................
Deduct: Loading from stockpile:
Labor .................. $18,000.00
Supplies and expense .......
7,200.00 $
Cost beyond the mine .
Royalties .....................
Administrative expense

2,137,290.33
25,200.00
1,280,000.00
480,000.00
60,000.00

1,845,200.00

$ 292,090.33

Net profit

It will be noted that the item “loading from stockpile” is taken out of
the cost sheet and put into the selling-expense section of the profit-and-loss
statement. It is natural to suppose that ore is not loaded from the stockpile until it is sold.
No. 2 (30 points) :
The following is a brief summary of the balance-sheets of three
companies at a given date:
A
B
C
$1,500,000 $2,000,000 $3,500,000
Total assets
Total liabilities .......................................
Capital stock (shares of $100 each)....
Surplus ....................................................

$ 250,000 $ 750,000 $1,100,000
1,000,000
750,000 2,000,000
250,000
500,000
400,000

$1,500,000 $2,000,000 $3,500,000
Each corporation owned part of the capital stock of the others carried
on their respective books as follows:
Capital stock in
A
B
c
A owned ...
15%
15%
Carried at
$ 100,000 $ 300,000
15%
10%
B owned ...
175,000
Carried at
$ 150,000
5%
5%
C owned ...
50,000
60,000
Carried at
The three companies agreed to consolidate and each to accept its pro
rata share in the capital stock of a new corporation (D) having 1,000,000
shares of no par value.
What percentage of the shares of corporation D will the stockholders
of A, B and C respectively receive and what will be the total equity or
paid-in value of the consolidated capital?

Solution:
The shares of the new corporation (D) are to be distributed among the
outside stockholders of the three old companies in the ratio of their several
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interests in the combined assets of the three companies. The solution
therefore involves three main steps, as follows:
(1) Computation of the true net worth of each of the three companies.
This true net worth is composed of
(a) The net assets, other than stockholdings, in the possession
of each company; and
(b) Each company’s share of the net worth of each of the other
companies.
(2) Computation of the proportion of the net worth of each company
applicable to the stock in the hands of outside stockholders.
(3) Computation of the percentage of each of the three items com
puted in (2) to their total.
The first of these three steps is a difficult one, and the editor of this
department sees no way of making the computation except by algebra, and
dealing with three unknown quantities. For instance, the true net worth
of company A is composed of three elements:
(a) The net assets, other than stockholdings, in A’s possession. This
element is computed as follows:
Total assets .................................. $1,500,000
Minus stockholdings:
In company B .............. $100,000
In company C ..............
300,000
400,000

Assets other than stockholdings.........
Minus liabilities ...................................

1,100,000
250,000

Net assets other than stockholdings...

$ 850,000

(b) 15% of the net worth of company B.
(c) 15% of the net worth of company C.
The difficulty comes in computing the 15% interests in B and C, for the
true net worth of B is composed of interests in A and C and the net worth
of C is composed of interests in A and B. Without the aid of algebra,
therefore, it would seem to be necessary:
To know the net worth of B and C before the net worth of A could
be computed:
To know the net worth of A and C before the net worth of B could
be computed; and
To know the net worth of A and B before the net worth of C could
be computed.
An algebraic solution is presented, therefore, because it is the only
method apparent to the editor by which the necessary results can be
obtained. If any reader can submit a simple arithmetical solution, pro
ducing correct results, it will be welcomed and published, for the editor
can not believe that the examiners expected an algebraic solution involving
three unknowns. So much mathematical ability has never been expected of
candidates in the past, and the editor feels, therefore, that he must have
overlooked some simpler method.
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COMPUTATION OF ELEMENTS OF NET WORTH OF THREE COMPANIES

Total assets ..............................................

Deduct stockholdings in other companies
In company A ..................................
In company B ..................................
In company C ..................................

A
B
C
$1,500,000 $2,000,000 $3,500,000

150,000

50,000
60,000

100,000
300,000

175,000

Total stockholdings .........................

400,000

325,000

110,000

Assets other than stockholdings ............
Deduct liabilities .....................................

1,100,000
250,000

1,675,000
750,000

3,390,000
1,100,000

1

Net assets other than stockholdings ....

$ 850,000 $ 925,000 $2,290,000

Stockholdings:
Outside
In company A .................. 80%
15%
5%
In company B .................. 80%
15%
5%
In company C .................. 75%
15%
10%
Then A’s net worth = $ 850,000 + .15 of B’s net worth + .15 of C’s
net worth,
And B’s net worth = 925,000 + .15 of A’s net worth + .10 of C's
net worth,
And C’s net worth = 2,290,000 + .05 of A’s net worth + .05 of B’s
net worth.

Let A = A’s net worth.
Let B = B’s net worth.
Let C = C’s net worth.
A = $ 850,000.00 + .15B + .15C
(1)
B = $ 925,000.00 + .15A + .10C
(2)
C = $2,290,000.00 + .05A + .05B
(3)
Transposing terms containing A, B and C:
(3)
A — .15B — .15C = $ 850,000.00
(4)
—.15A +
B — .10C = $ 925,000.00
(5)
—.05A — .05B + C = $2,290,000.00
Adding (3), (4) and (5) :
A — .15B — .15C = $ 850,000.00
(3)
B — .10C = $ 925,000.00
—.15A +
(4)
C = $2,290,000.00
—.05A — .05B +
(5)
.8 A + .8 B + .75C = $4,065,000.00
Multiply (5) by 16:
(5)
—.05A — .05B + C = $ 2,290,000.00

(6)

(7)

—.8 A — .8 B + 16C = $36,640,000.00
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(6)
(7)

Add (6) and (7):
.8 A + .8 B + .75C = $ 4,065,000.00
—.8 A — .8 B + 16. C = $36,640,000.00
16.75C = $40,705,000.00

(8)

Divide (8) by 16.75:
C = $2,430,149,254

(9)
Multiply (4) by 10:
(4)
—.15A +

(10)
(9)
(10)
(11)

(9)
(5)

B — .10C = $ 925,000.00
10

—1.5 A + 10B —
Add (9) and (10) :

C = $9,250,000.00

C = $ 2,430,149.254
—1.5A + 10B — C = $ 9,250,000.000

= $11,680,149,254

—1.5A + 10B
Subtract (5) from (9) :

C = $2,430,149,254
—.05A — .05B + C = $2,290,000,000

.05A + .05B
= $ 140,149.254
Multiply (12) by (30) :
(12)
.05A + .05B = $ 140,149.254
30

(12)

1.5 A + 1.5 B = $4,204,477,620
Add (11) and (13) :
(11)
—.5A + 10 B = $11,680,149,254
(13)
1.5A + 1.5B = 4,204,477.620

(13)

11.5B = $15,884,626,874

(14)
Divide (14) by 11.5:

B = $1,381,271,901
Multiply (12) by 20:
(12)
.05A + .05B = $ 140,149.254
20
(15)

A +
B = $2,802,985,080
Subtract (15) from (16) :
(16)
A + B = $2,802,985,080
(15)
B = $1,381,271,901

(16)

(17)

A
Then: A = $1,421,713.18
B = $1,381,271.90
C = $2,430,149.25
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These values may be proved by determining the adjustments which
each company must make in the accounts with their stockholdings in order
to raise them to their true values. The adjustments will affect the surplus
as well as the stock-investment accounts. The balance-sheets showing the
surplus accounts thus adjusted should indicate net worths equal to the
amounts just computed.
Company A owns:
15% of Company B stock:
Worth 15% of $1,381,271.90 ....................
Carried at ..................................................

$207,190.79
100,000.00

Add to account with investment in B, and to surplus.. $107,190.79
15% of Company C stock:
Worth 15% of $2,430,149.25 .................... $364,522.39
Carried at ..................................................
300,000.00
Add to account with investment in C, and to surplus..

64,522.39

Total addition to surplus .....................................................

$171,713.18

COMPANY A—ADJUSTED BALANCE-SHEET

Assets
Assets other than stockholdings ........................
Stock in B:
Carried at ............................................... $100,000.00
Add ................................................................
107,190.79
Stock in C:
Carried at .....................................................
Add ................................................................

300,000.00
64,522.39

$1,100,000.00

207,190.79

364,522.39

$1,671,713.18
Liabilities
Liabilities .....................................
$ 250,000.00
Net worth:
Capital stock .........................
$1,000,000.00
Surplus:
Before adjustment ......... $250,000.00
Add adjustments ...........
171,713.18
421,713.18
worth as computed above

1,421,713.18

$1,671,713.18
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Company B owns:
15% of Company A stock:
Worth 15% of $1,421,713.18 ....................
Carried at .................................................
Add to investment in A and to surplus...
10% of Company C stock:
Worth 10% of $2,430,149.25 ....................
Carried at ..................................................
Add to investment in C and to surplus..

$213,256.98
150,000.00
$ 63,256.98

$243,014.92
175,000.00
68,014.92

Total addition to surplus ................................

$131,271.90

COMPANY B—ADJUSTED BALANCE-SHEET

Assets
Assets other than stockholdings .........................
Stock in A:
Carried at ......................................................
Add ................................................................

$1,675,000.00

$150,000.00
63,256.98

213,256.98

Stock in C:
Carried at ..............................................
175,000.00
Add ................................................................
68,014.92

243,014.92
$2,131,271.90

Liabilities
Liabilities .........................................
$ 750,000.00
Net worth:
Capital stock .............................
$750,000.00
Surplus:
Before adjustments ........... $500,000.00
Add adjustments ..............
131,271.90 631,271.90
Net worth as computed by algebra

Company C owns:
5% of Company A stock:
Worth 5% of $1,421,713.18 .....................
Carried at ..................................................

1,381,271.90
$2,131,271.90

$ 71,085.65
50,000.00

Add to investment in A and to surplus...
$ 21,085.65
5% of Company B stock:
Worth 5% of $1,381,271.90 ..................... $ 69,063.60
Carried at ..................................................
60,000.00
Add to investment in B and to surplus..
Total addition to surplus ................................
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COMPANY C—ADJUSTED BALANCE-SHEET

Assets
Assets other than stockholdings .........................
Stock in A:
Carried at .....................................................
Add ................................................................

$ 50,000.00
21,085.65

71,085.65

Stock in B:
Carried at.......................................................
Add ................................................................

$ 60,000.00
9,063.60

69,063.60

$3,390,000.00

$3,530,149.25
Liabilities
Liabilities ......................................
$1,100,000.00
Net worth:
Capital stock ..........................
$2,000,000.00
Surplus:
Before adjustment ......... $400,000.00
Add .................................
30,149.25
430,149.25
Net worth as computed by algebra

2,430,149.25

$3,530,149.25
Having computed the adjusted net worth of each company, the next
step is to compute the interests of the outside stockholders. These interests
should prove by totaling to the amount of the net assets, exclusive of stock
holdings, owned by the three companies:
Outside stockholders of Company A:
80% of $1,421,713.18 =
$1,137,370.54
Outside stockholders of Company B:
80% of $1,381,271.90 =
1,105,017.52
Outside stockholders of Company C:
75% of $2,430,149.25 =
1,822,611.94

$4,065,000.00

Total

Proof
Company
Net assets other than stock
A....................................................... $ 850,000.00
B ............................... ......................
925,000.00
C .......................................................
2,290,000.00
Total ................................................
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COMPUTATION

OF PERCENTAGES

OF

STOCK

OF

COMPANY

D

RECEIVED BY STOCKHOLDERS OF A, B AND C

Stockholders of Book value of stock held
A ................ $1,137,370.54
B ................
1,105,017.52
C ................
1,822,611.94
Total ..........

$4,065,000.00

Per cent.
27.979+%
27.183+
44.836+

99.998+%

No. 3 (15 points) :
The M and N Coal Corporation is formed with a paid-up capital of
$6,000,000 (60,000 shares, par value $100) and a resolution is passed
authorizing the purchase of the outstanding capital stock of the K O
Company.
The balance-sheet of the K O Company, at the date of acquisition is
as follows:
Assets
Current .............................................................. $1,750,000
Fixed ..................................................................
4,500,000
Deferred .............................................................
250,000
$6,500,000

Liabilities
Current .............................................................. $ 500,000
Funded debt .......................................................
1,000,000
Capital stock ...................................................... 2,000,000
Surplus ..............................................................
3,000,000

$6,500,000

Six million dollars was paid for the total capital stock of the K O
Company which, after acquisition, was canceled.
Prepare the opening entries, spreading the assets and liabilities of the
old company on the books of the new company.
Solution:
Subscriptions ...................................................... $6,000,000.00
$6,000,000.00
Capital stock .......................................
To record the subscription to the full au
thorized issue of 60,000 shares of a par
value of $100 each.
Cash ................................................................... $6,000,000.00
$6,000,000.00
Subscriptions ........................................
To record the collection of subscriptions in full.
Investment in stock of K O company............. $6,000,000.00
$6,000,000.00
Cash .....................................................
To record the purchase of the total capital
stock of the K O company.
Current assets .................................................... $1,750,000.00
Fixed assets .......................................................
5,500,000.00
Deferred charges ...............................................
250,000.00
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Current liabilities ................................
Funded debts .......................................
Investment in stock of K O company..
To record the cancelation of the stock of
the K O company and to take up the assets
and liabilities of the company acquired by
the purchase of its stock.

$ 500,000.00
1,000,000.00
6,000,000.00

Ordinarily the difference between the book value of the stock and the
purchase price would be charged to goodwill. But in the case of a coal
mining company, which is engaged in operating a wasting asset, the pro
priety of establishing a goodwill is doubtful. It seems preferable to charge
the excess payment into the mine account, so that it will be written off
by depletion during the period of operation. If the $1,000,000 were charged
to goodwill, the conclusion of operations would find the company with this
goodwill account still open and no value represented by it.

No. 4 (15 points) :
You are requested to audit the books of the A Company, engaged in
the business of buying second mortgages, at the end of a period of six
months, and you find the following conditions relative to the mortgages
purchased during the period:
Mortgages purchased, all dated July first and set up at face value,
classified as follows:
1-year term ............................................................. $25,000
2-year term .............................................................
25,000
3-year term .............................................................
25,000

$75,000
The costs to the
respectively:
1-year term
2-year term
3-year term

company for these three classes of mortgages were

.............................................................
.............................................................
.............................................................

$22,500
21,250
20,000
$63,750

The mortgages are repayable in equal semi-annual instalments.
The discount has been credited direct to profit and loss.
Would you prepare your statement to conform to the books or would
you make adjustments? If the latter, indicate their nature and give reasons
therefor.
Solution:
The statement that “the mortgages are repayable in equal semi-annual
instalments” is a little vague. It may mean that the 1-year mortgages are
payable in equal instalments, and similarly with the 2-year and 3-year
mortgages, or it may mean that the semi-annual instalments in payment
of all mortgages are equal.

59

The Journal of Accountancy
If the first meaning is intended, the semi-annual collection will be
On 1-year
On 2-year
On 3-year
mortgages
mortgages
Total
mortgages
$12,500.00
$ 6,250.00
$ 4,166.66
$22,916.66
1st 6 months
6,250.00
4,166.67
12,500.00
22,916.67
2nd 6 months
10,416.67
6,250.00
4,166.67
3rd 6 months
6,250.00
4,166.66
10,416.66
4th 6 months
4,166.67
4,166.67
5th 6 months
4,166.67
4,166.67
6th 6 months

If the second meaning is intended, the entire combined principal of
$75,000.00 will be paid off in six semi-annual instalments of $12,500.00.
The discount should not have been credited to profit-and-loss but should
have been set up and amortized. An approximation of the scientific,
effective-rate method of amortization can be obtained by using the bondsoutstanding method of writing off the discount.
If each mortgage is repayable in equal semi-annual instalments (first
meaning above) the principal unpaid each period and the discount to be
written off each period will be

1st 6 months
2nd 6 months

1-YEAR MORTGAGES
Principal unpaid Fraction
$25,000.00
2/3
12,500.00
1/3

$37,500.00

1st
2nd
3rd
4th

6
6
6
6

months
months
months
months

2-year mortgages
Principal unpaid Fraction
4/10
$25,000.00
18,750.00
3/10
12,500.00
2/10
6,250.00
1/10

$62,500.00

1st
2nd
3rd
4th
5th
6th

6
6
6
6
6
6

months
months
months
months
months
months

3/3

10/10

3-year mortgages
Principal unpaid Fraction
6/21
$25,000.00
20,833.33
5/21
4/21
16,666.67
3/21
12,500.00
2/21
8,333.33
4,166.67
1/21

$87,500.00
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Discount amortized
$1,666.67
833.33

$2,500.00

Discount amortized
$1,500.00
1,125.00
750.00
375.00

$3,750.00

Discount amortized
$1,428.57
1,190.48
952.38
714.29
476.19
238.09

$5,000.00
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Profit and loss ............................................................. $11,250.00
Discount on mortgages receivable ..............
$11,250.00
To reverse the entry crediting the discount on
mortgages to profit-and-loss:
1-year mortgages $25,000 — $22,500 = $2,500
2-year mortgages 25,000 — 21,250 = 3,750
3-year mortgages 25,000 — 20,000 = 5,000

$11,250
Discount on mortgages receivable ........................... $ 4,595.24
Profit-and-loss ..............................................
$ 4,595.24
To write off discount for six months, as follows :
On 1-year mortgages .................... $1,666.67
On 2-year mortgages ....................
1,500.00
On 3-year mortgages ....................
1,428.57

$4,595.24

If the total principal of the three classes of mortgages is repayable in
six equal semi-annual instalments, the principal unpaid each period and
the discount to be amortized each period will be
TOTAL MORTGAGES

1st
2nd
3rd
4th
5th
6th

6
6
6
6
6
6

months
months
months
months
months
months

Principal unpaid
. $75,000.00
62,500.00
50,000.00
37,500.00
25,000.00
12,500.00
$262,500.00

Fraction
6/21
5/21
4/21
3/21
2/21
1/21
21/21

Discount amortized
$ 3,214.29
2,678.57
2,142.86
1,607.14
1,071.43
535.71

$11,250.00

ADJUSTING JOURNAL ENTRIES

Profit-and-loss ............................................................. $11,250.00
Discount on mortgages receivable ..............
$11,250.00
To reverse the entry crediting the discount on
mortgages to profit-and-loss.
Discount on mortgages receivable ............................. $ 3,214.29
Profit-and-loss ..............................................
$ 3,214.29
To write off the discount for the first six months.

No. 5 (7 points) :
Express, briefly, your views on the subject of accounting relative to
unpaid cumulative preferred dividends:
Answer:
There are no bookkeeping entries to be made for cumulative dividends
in arrears, for there is no liability to record until after the directors have
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declared the dividend. The only question involved is how to show the
unpaid dividends in the balance-sheet. This should be done so that both
common stockholders and preferred stockholders may have information as
to their interests in the surplus.
If the company has a surplus in excess of the unpaid dividends, the
condition may be shown by dividing the surplus on the balance-sheet (but
not in the books) as follows:
Surplus:
Required for the payment of cumulative preferred
dividends in arrears .............................. $15,000
Free ........................................................................
8,000 $23,000

If the company has a deficit or a surplus smaller than the unpaid
dividends, the dividends unpaid may be mentioned in a foot-note after the
balance-sheet, or they may be indicated in the body of the balance-sheet
in the following manner:
Capital:
Capital stock:
Preferred (with dividends in
arrears of $15,000).............. $100,000
Common ............................................
200,000 $300,000
Surplus .....................................................

1,500 $301,500

BOND PREMIUM IN TESTAMENTARY TRUSTS

Editor, Students’ Department:
Sir: In your solution of the actuarial problem of the accountancy,
part 1, examination, published in the January number of The Journal,
I note that you amortize the premium on the bonds purchased by the
trustee by deducting the interest increments from the amount paid the
widow. Is not the following more correct?
The trustee receives $150 in cash from coupons on each interest date.
He should deduct therefrom each time an amount which will amortize
over the life of the bonds the $218.80 of premium paid. This amount the
trustee keeps in actual cash each time, and he is obliged to make it earn
interest. Therefore, the amounts deducted should earn their own interest
increments, and these interest increments should not be deducted from the
amounts paid the widow. I would think that the amounts paid the widow
from the second group of bonds would be the same in each case, namely,
$130.47.
This is easily proven. Assuming that money is worth 5%, a given
fact in the problem, $19.53 taken from each coupon payment and set aside
at 2½% semi-annually will produce exactly $218.80 in 10 periods by the
formula for the accumulation of an annuity. In fact, I arrived at the
$19.53 by the sinking-fund formula on this basis, the two formulas being
reciprocal.
If, as you indicate, an increasing amount is deducted each time, and,
according to law, these amounts are set aside at interest, the premium
will be over-amortized by the amount of interest which the amounts
deducted earn. All this is true because of the fact that instead of amor
tizing the premium by book entries, we are amortizing it by the actual
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setting aside of a cash fund periodically. Here the sinking-fund formula
should apply, and the amounts deducted are the same each time. Even if
you maintain that the trustee could not get 5% on such small amounts
he could certainly get 4% in an ordinary savings bank, and the amounts
deducted would be much smaller than you indicate.
Yours truly,
Tacoma, Washington.
C. S. R.

Your method is really not so different from the one published in the
Students’ Department as it might be. You object to my taking an increas
ing amount from the income each period, and yet your method will do
the same thing. In amortizing the premium on the bonds purchased by
the trustee, I took $19.53 from the first coupons and $20.02 from the
second coupons. You want to take $19.53 from the coupons at the end
of each six months, and accumulate a separate fund. If you do this, the
results will be as follows:
First six months:
Contribution to fund out of income from bonds..
$19.53
Second six months:
Contribution to fund out of income from bonds.. $19.53
Income from amortization fund:
2)4% interest on $19.53..................................
.49
20.02

So we both reached the same point. We both hold $19.53 out of the income
collected by the trustee the first period, and $20.02 from the income col
lected from him the second period. But, although we both reach the same
point (assuming that your odd amounts in the amortization fund can be
made to earn 2)4% interest each six months), I think your method is
wrong for two reasons. In the first place, amortization of premium on
securities purchased at a premium by a trustee does not imply the creation
of a separate fund; it merely implies the withholding of certain amounts
from income. If separate amortization funds were established for each
security purchased at a premium, the accounting would become needlessly
involved, and the trustee would be handicapped by the necessity of keeping
all kinds of odd amounts, collected in dribbles, at interest at the same rates
as are earned by the securities purchased at a premium. And in the second
place, if the trustee failed to keep the funds at interest, the remainderman
would not be protected because the funds would not reach the desired
amounts.

You state that the correctness of your method is easily proven. But
your proof consists only of showing that ten contributions of $19.53 earning
2)4% interest will amount to $218.80. You do not prove that the trustee
will be able to make the odd amounts in the fund earn 2)4% interest;
and, assuming that he will be able to earn 2)4%, you do not show
why it is better for the trustee to take $20.02 out of two sources of
income at the end of the second period instead of out of one source of
income.

63

